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PREFACE 


The  material  contained  in  this  publi¬ 
cation  is  for  instructional  purposes  only. 

In  no  way  should  it  be  construed  as  represent¬ 
ing  the  official  position  of  either  the 
Assessment  Division  or  the  Ministry  of  Revenue, 
on  any  of  the  topics  covered  herein. 
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COST  METHOD 


Introduction 

The  cost  method  is  one  of  the  three  methods  of  valuation. 
The  theory  behind  this  method  is  based  upon  the  principle  of  sub¬ 
stitution  which  states  that  where  a  property  can  be  replaced,  its 
value  tends  to  be  set  by  the  cost  of  acquisition  of  an  equally 
desirable  substitute  property,  assuming  no  costly  delay  is  met  in 
making  the  substitution.  However,  a  time  lag  will  be  encountered 
in  erecting  the  substitute  structure.  This  time  lag  will  cause 
some  hidden  and  indirect  costs  including  interest  on  loan  money, 
taxes  and  insurance  during  construction  which  must  be  added  to 
the  estimated  cost  of  the  subject  building  as  though  new.  The 
cost  method  can  be  applied  to  most  classes  of  property,  with 
varying  degrees  of  validity. 

The  cost  method  is  both  more  and  less  than  a  method  of 
property  valuation.  It  is  more  than  a  valuation  method  since  it 
serves  as  the  basic  framework  of  the  mass  appraisal  process.  At 
the  same  time,  it  is  also  something  less  since  it  usually  turns 
to  market  data  at  key  points  in  its  operation.  In  real  property 
assessment  large  numbers  of  properties  must  be  valued  quickly  in 
an  equitable  or  consistent  fashion.  In  the  absence  of  substantial 
mechanization  only  the  cost  method  provides  the  framework  for  this 
kind  of  assignment.  Both  the  market  and  income  methods  are  tied 
to  individual  properties,  and  they  require  more  time  than  is 
usually  available  in  mass  appraisal  work. 
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For  assessment  purposes,  the  cost  method  of  valuation 
consists  of  four  steps: 

1.  estimating  the  value  of  the  land  as  though  vacant; 

2.  estimating  the  current  cost  of  replacing  the 
existing  improvements; 

3.  subtracting  from  step  2  the  depreciation  from 
all  causes; 

4.  the  addition  of  the  value  of  the  land  plus  the 
depreciated  replacement  cost  of  the  improvements; 
i.e.  step  1  +  step  3. 

Definition  of  Cost 

Cost  and  value  are  not  necessarily  synonymous.  Cost  is 
defined  as  the  amount  of  money  necessary  to  produce  a  commodity, 
whereas  value  is  thought  of  as  the  relationship  between  a  thing 
desired  and  a  potential  purchaser. 

Replacement  Cost  and  Reproduction  Cost 

In  considering  building  cost  estimates  two  important 
terms  are  used  and  must  be  defined  before  proceeding  any  further. 

"Reproduction  Cost"  may  be  defined  as  the  present  cost  of 
reproducing  a  given  improvement  with  one  that  is  either  an  exact 
replica  or  constructed  of  highly  similar  materials. 

"Replacement  Cost"  on  the  other  hand  may  be  defined  as 
the  present  cost  of  replacing  a  given  improvement  with  one  having 
the  same  utility. 

In  Canada  most  private  appraisers  consider  reproduction 
cost  when  using  the  cost  method  to  estimate  market  value.  However, 
in  real  property  assessment,  it  is  more  common  to  treat  replacement 
cost  as  the  concept  most  relevant  to  mass  appraisal. 
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The  Classification  Method. 

The  Classification  Method  is  best  suited  for  a  mass 
appraisal  programme  and  though  its  application  is  most  widespread 
in  respect  to  residential  structures ,  it  can  be  used  for  industrial 
and  commercial  buildings  as  well.  This  method  can  be  considered  as 
being  fairly  accurate,  easy  to  apply  and  flexible.  By  grouping 
together  buildings  according  to  certain  basic  features  the  assessor 
can  compare  buildings  that  provide  the  same  services  and  utility. 

The  five  basic  features  of  this  method  incorporated  into 
the  Valuation  Manual  as  compiled  by  the  Assessment  Division, 
Ministry  of  Revenue,  are  those  which  closely  relate  to  the  replace¬ 
ment  cost  of  new  buildings  or  improvements.  They  are  as  follows: 

1.  design 

2.  character  of  construction 

3.  quality  of  construction 

4.  shape 

5.  size 

1.  Design  reflects  the  use  to  which  a  given  building  is  put. 

Major  classes  include  residential,  industrial,  commercial,  farm 
and  institutional.  The  assumption  behind  this  factor  of  classifi¬ 
cation  is  that  replacement  costs  of  buildings  are  closely  related 
to  designed  use.  For  example,  other  things  being  equal  it  costs 
more  to  replace  a  restaurant  than  a  house,  or  more  to  replace  a 
factory  than  a  farm  out-building. 

Naturally,  within  the  general  classes  of  residential, 
industrial,  commercial,  and  farm,  it  is  also  possible  to  construct 
sub-classes.  In  the  case  of  residential  buildings  sub-classes 
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might  include  single  family  dwellings,  semi-detached  dwellings,  row 
houses,  and  multi-family  dwellings.  Examples  of  sub-classes  for 
commercial  properties  include  banks,  dental  and  medical  centres, 
hotels  and  motels,  offices,  restaurants,  theatres  and  cinema-houses, 
etc . 

2.  Character  of  construction  refers  to  the  types  of  materials  used 
in  the  physical  structure  of  a  building.  The  assumption  behind 
this  factor  of  classification  is  that  the  cost  of  replacing  a 
building  varies  with  the  materials  used  in  its  physical  structure. 
For  example,  other  things  being  equal,  it  generally  costs  more  to 
replace  a  solid  brick  than  a  wood  frame  house,  or  more  to  replace  a 
concrete  block  than  a  steel  frame  factory. 

In  the  Valuation  Manual  character  of  construction  is 
divided  into  the  following  four  classes: 

CLASS  A  buildings  are  the  most  expensive,  and  have  fire¬ 
proofed  self-supporting  structural  steel  frames 
with  reinforced  concrete  or  masonry  floors  and 
roofs . 

CLASS  B  buildings  have  fire-resistive  reinforced  concrete 
frames  and  concrete  or  masonry  floors  and  roofs. 

CLASS  C  buildings  have  masonry  or  concrete  exterior  bearing 
walls  and  wood  or  open  steel  roofs  and  floors 

CLASS  D  buildings  are  the  least  expensive,  and  have  combusti¬ 
ble  wood  or  open  steel  frame,  wall,  roof,  and  floor 
structures . 


3.  Quality  of  construction  refers  to  the  quality  of  workmanship  and 
materials  used  in  the  construction  of  a  building.  The  assumption 
behind  this  factor  of  classification  is  that  the  replacement  cost 
of  a  building  tends  to  vary  with  the  cost  of  labour  and  quality  of 
materials  employed  in  its  construction.  For  example,  other  things 
being  equal,  it  cost  more  to  replace  a  custom-built  house  with  high 
quality  materials  by  skilled  workmen,  than  it  costs  to  replace  a 
jerry-built  house  erected  by  semi-skilled  labour  using  'orange  crate' 
components . 
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The  Valuation  Manual  has  been  categorized  into  various 
sections  based  according  to  the  design  of  the  structures.  The 
various  sections  include  the  following:  RESIDENTIAL,  COMMERCIAL 
and  INDUSTRIAL,  FARM,  and  EXEMPT. 

The  quality  of  construction  varies  from  section  to  sec¬ 
tion.  For  example,  residential  structures  are  grouped  within  ten 
quality  classes.  Class  1  buildings  are  the  least  expensive  to 
build  and  include  'single  wall  inexpensive  cabins  and  cottages'. 
Class  5  represents  the  minimum  quality  structures  permitted  under 
the  National  Building  Code,  and  Class  6  buildings  reflect  'average 
good  quality  construction  by  a  reliable  contractor' .  Local  munici¬ 
pal  by-laws  may  in  fact  require  more  or  less  than  these  quality 
classes  as  a  minimum  standard. 

The  industrial  section  has  7  quality  classes  ranging 
from  Class  4  to  Class  10,  for  light,  medium,  and  heavy  indus¬ 
trial  structures. 

Quality  classes  for  commercial  properties  will  vary 
according  to  their  design  and  character  of  construction.  For 
example,  buildings  designed  for  office  purposes  and  characterized 
as  'A'  or  'B'  construction,  may  range  in  quality  from  Class  5  to 
Class  10,  whereas  'C'  and  'D'  constructed  buildings  may  be  classi¬ 
fied  from  quality  Class  4  to  quality  Class  10. 

4.  Building  shape  refers  to  the  way  in  which  the  walls  and  roof  of 
a  building  are  arranged  over  space.  The  assumption  behind  this 
factor  of  classification  is  that  replacement  costs  increase  as  the 
arrangement  of  walls  and  roof  depart  from  regular  patterns.  For 
example,  other  things  being  equal,  it  costs  less  to  replace  a 
rectangular-shaped  building  with  a  standard  roof  line  than  it 
costs  to  replace  an  L-shaped  building  with  a  cut-up  roof. 

To  arrive  at  building  shape  for  residential  structures  a 
combination  of  three  factors  must  be  used  namely,  floor  area, 
perimeter  and  number  of  corners. 
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Commercial  and  particularly  industrial  structures  are 
generally  found  to  be  rectangular  in  shape#  and  so  the  method  used 
to  arrive  at  building  shape  for  such  structures  is  to  consider  the 
ratio  of  length  to  breadth.  Hence  a  rectangular  structure  with  a 
ratio  up  to  1:2  would  fall  under  an  'A'  shape?  1:2  to  1:4  would  be 
a  'B'  shape;  and  a  ratio  of  1:4  and  over  would  be  classified  as  a 
'  C'  shape.  Structures  with  irregular  perimeters  or  having  an 
unusual  number  of  corners  must  be  classified  similar  to  residential 
structures.  Shape  Tables  for  residential  properties  can  be  found 
in  Section  1#  page  lb#  of  the  Valuation  Manual. 


5.  Building  size  is  simply  the  floor  area  of  a  building  measured  in 
square  feet.  Square  footage  is  determined  from  exterior  measurements. 
The  first  assumption  behind  this  factor  of  classification  is  simply 
that  it  costs  more  to  replace  a  large  than  a  small  building.  At  the 
same  time,  the  rates  in  the  Valuation  Manual  reflect  an  additional 
assumption  about  the  relation  between  replacement  cost  and  building 
size.  The  assumption  is  that,  all  other  things  being  equal,  cost 
per  square  foot  decreases  as  building  size  increases.  This  is 
illustrated  in  the  following  example: 


In 


Building 
Building 
total,  the 


Total 

Cost 

A  $10,000 

B  $15,000 

larger  building 


Area 

(Sq.  Ft.) 

1,000 


2,000 


Cost  Per 
Sq.  Ft. 

$10.00 

$  7.50 


costs  more  than  the  smaller 


building , 


but  the  cost  per  square  foot  is  less. 


The  Quantity  Survey  Method. 

The  Quantity  Survey  Method  is  more  geared  to  estimating 
the  reproduction  cost  rather  than  the  replacement  cost  new  of  a 
structure.  It  is  the  most  cumbersome  of  all  the  methods,  in  that 
its  application  requires  much  detail.  The  method  requires 
detailed  knowledge  of  material  costs,  wage  rates,  local  market 
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practices  and  profit  margins.  Bearing  in  mind  these  cost  factors, 
each  element  of  the  building  is  identified  and  costed  separately. 
This  method  is  best  applicable  for  those  buildings  which  do  not 
have  an  active  market  or  for  structures  with  specialized  designs 
and  specifications.  The  work  involved  is  detailed  and  time- 
consuming.  Hence  it  is  not  feasible  for  mass  appraisal  application. 

The  Plane  Method,  (or  the  Unit-in-Place  Method) . 

The  Plane  Method  is  a  sort  of  compromise  between  the 
previous  two  methods  discussed.  While  it  does  not  call  for  such 
a  refined  and  detailed  analysis  as  is  needed  in  the  quantity  survey 
method,  it  lacks  the  general  application  and  flexibility  of  the 
classification  method.  The  plane  method  breaks  the  building  down 
into  several  construction  components  and  then  costs  each  separate 
component  as  complete  units.  Although  this  method  is  not  often 
used  for  mass  appraisal  programmes,  elements  of  this  method  are 
incorporated  into  the  Valuation  Manual  to  cost  those  features  of  a 
building  not  consistent  with  classification. 
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COMPONENTS  OF  THE  COST  PROCEDURE 

Classification . ^ 

A  major  part  of  any  mass  appraisal  programme  is  the 
collection  of  data  on  each  parcel  of  property  to  be  valued. 
Important  steps  in  the  process  include  the  exterior  measurements 
of  the  building,  recording  physical  and  locational  characteristics 
on  standard  appraisal  cards,  and  preparing  sketches  of  the  build- 
ing.  Since  mass  appraisal  involves  compiling  large  numbers  of 
value  estimates  in  a  short  space  of  time,  the  amount  of  information 
collected  for  each  property  is  usually  less  than  in  private  valua¬ 
tion  work.  Although  mass  appraisal  techniques  sacrifice  detail  in 
data  collection  in  order  to  gain  time,  they  should  not  involve  any 
sacrifice  in  accuracy  with  regard  to  information  that  is  actually 
collected . 

Assessment  valuations  provide  the  base  for  the  real 
property  tax,  which  is  one  of  the  least  popular  forms  of  taxation 
in  modern  North  America.  In  addition,  collecting  data  on  individ¬ 
ual  properties  involves  entering  them.  Both  these  factors  combine 
to  make  primary  data  collection  in  assessment  a  sensitive  issue. 
Maintaining  good  public  relations  however  does  not  mean  that 
assessors  should  ingratiate  themselves  with  property  owners.  It 
does  mean  that  they  should  obtain  only  the  information  they 
require,  with  the  minimum  of  inconvenience  to  the  general  public. 
For  example,  questions  or  comments  about  people's  furniture  or  a 
particular  piece  of  machinery— even  if  they  are  intended  to  be 
f lattering--serve  only  to  confuse  taxpayers  about  the  basis  of 
their  assessment,  and  to  increase  public  suspicions  and  feelings 
of  mistrust  with  regard  to  the  real  property  tax. 


1 

A  more  detailed  treatment  of  classification  procedures  appears 
in  Appendix  B,  at  page  140  of  Appraisal  Notes  for  the  Assessor. 
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Single  Family  Dwellings.  Apart  from  basic  identification, 
different  types  of  data  must  be  collected  for  different  types 
of  property.  For  single  family  dwellings  important  information 
includes  the  location  of  the  lot,  site  dimensions,  age  of  the 
building,  number  of  rooms,  bedrooms,  and  bathrooms,  additives 
such  as  fireplaces,  garages,  etc.  and  a  variety  of  data  on  the 
character  and  quality  of  construction  and  the  present  condition 
of  the  building.  Information  on  smaller  multi-family  dwellings 
like  townhouses,  row  houses,  semi-detached,  and  garden-court  houses, 
is  usually  also  collected  on  the  standard  residential  appraisal  card. 

Multi-Family  Dwellings.  In  principle  the  same  sort  of  information 
is  collected  for  multi-family  dwellings  as  for  single  family 
dwellings.  Exceptions  occur  in  many  cases,  however,  as  a  conse¬ 
quence  of  differences  in  the  types  of  property.  For  example,  in 
dealing  with  apartment  buildings  it  is  more  useful  to  count 
numbers  of  bachelor,  one-bedroom,  and  two-bedroom  suites  rather 
than  number  of  rooms,  bedrooms,  and  bathrooms.  Similarly, 
elevators,  parking  facilities,  and  special  amenities  like  swimming 
pools  or  sauna  baths  should  be  noted  in  collecting  apartment  data. 
Where  appropriate,  information  on  rentals  and  operating  expenses 
should  also  be  collected  for  multi-family  dwellings. 

Commercial  and  Industrial  Properties.  Data  for  commercial  and 
industrial  properties  is  somewhat  different  from  data  for 
residential  properties.  Basic  information  about  site  size, 
building  size,  and  building  age  and  condition  is  the  same,  but 
the  details  of  building  construction  are  usually  quite  different. 

In  addition,  features  like  especially  advantageous  location  or 
accessibility,  provisions  for  outside  storage  in  the  case  of 
industrial  buildings,  or  display  space  in  retail  commercial  out¬ 
lets  demand  special  attention. 

As  in  the  case  of  multi-family  dwellings,  information 
on  rentals  and  operating  expenses  should  be  collected  for 
commercial  or  industrial  properties  that  are  leased  or  rented. 

All  information  on  commercial  or  industrial  properties  is  entered 
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on  a  separate  appraisal  card,  which  includes  space  for  a  variety 
of  special  data. 

Farm  Properties.  The  major  difference  between  data  on  farm  properties 
and  data  on  other  types  of  properties  is  the  collection  of  information 
on  soil  capability.  Soil  capability  is  mostly  determined  by  climate, 
topography  and  soil  conditions.  This  information  is  entered  on  a 
special  farm  appraisal  card,  which  provides  space  for  a  soil  inspec¬ 
tion  based  on  the  system  used  by  the  A.R.D.A.  (Agricultural  Rehabili¬ 
tation  and  Development  Act)  in  rating  soil  capability  for  agricultural 
use.  While  A.R.D.A.  calls  for  seven  classes,  the  Assessment  Division 

i  1 

uses  only  six. 

Bare  or  Vacant  Land.  Data  on  bare  or  vacant  land  is  confined  to  the 
size  and  measurements  of  the  site,  and  to  special  locational,  topo¬ 
graphic,  or  other  features  of  land.  In  areas  where  well-defined 
zoning  by-laws  are  strongly  enforced  it  is  also  important  to  note 
the  zoned  use  of  land,  since  this  is  likely  to  have  a  significant 
influence  on  land  value.  Where  zoning  by-laws  do  not  exist,  or  where 
they  are  unclear  and  indifferently  enforced,  the  use  of  adjacent 
improved  property  provides  a  reasonable  indication  of  the  most  likely 
use  for  bare  or  vacant  land. 

Application  of  Rate  Tables  from  Valuation  Manual.  Once  the  assessor 
has  collected  all  the  relevant  data  pertaining  to  the  building,  the 
replacement  cost  new  can  then  be  estimated,  using  the  rate  tables  as 
found  in  the  Valuation  Manual.  To  illustrate  the  procedure,  we  will 
briefly  outline  a  hypothetical  example. 

(1)  The  structure  the  assessor  has  inspected  is  a  large  building 
in  a  typical  urban  area.  The  design  of  the  building  is  industrial ♦ 

(2)  The  building  frame  consists  of  medium  weight  steel  columns  and 
beams,  with  open  web  steel  joists.  Ke  classes  its  character  of 
construction  as  C.  (3)  Quality  of  construction  is  average  and  local 
knowledge  indicates  that  the  building  was  constructed  by  a  reputable 
contractor.  It  features  standard  masonry  walls  with  part  brick 
facing  and  part  heavy  duty  insulated  siding;  standard  size  and 


^A  more  detailed  study  appears  in  Appendix  A,  page  133  of  Appraisal 
Notes  for  the  Assessor. 
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quality  doors  and  windows;  adequate  electrical  fixtures  and  plumbing 
facilities.  He  grades  its  quality  of  construction  as  a  £.  (4)  The 
building  is  rectangular  in  shape  and  has  a  simple  medium  gauge  metal 
decking  with  an  inch  of  rigid  insulation  and  4  ply  built-up  roof. 

It  measures  50  x  210  feet.  The  assessor  considers  the  ratio  of 
length  to  width  which  indicates  to  him  that  the  building  is  a  1 C 8 
shape .  (5)  Total  floor  area  of  the  building  measures  10,500  square 

feet. 

Having  determined  these  features  of  the  structure,  the 
assessor  now  refers  to  the  COMMERCIAL/INDUSTRIAL  section  of  the 
Valuation  Manual  to  find  out  the  appropriate  cost  rate  to  be  applied 
for  a  10,500  square  foot  C6C  industrial  building.  He  then  multiplies 
the  appropriate  rate  by  10,500  square  feet  to  arrive  at  a  preliminary 
estimate  of  replacement  cost  new.^ 

Adjustments  for  Additives.  After  applying  basic  rates  from  the 
Valuation  Manual,  it  is  usually  necessary  to  allow  for  building 
features  that  the  manual  treats  as  'additives'.  Generally  additive ? 
are  components  of  a  building  that  are  difficult  to  work  into  the 
classification  system,  or  are  most  easily  handled  as  additions  to  the 
preliminary  estimate  of  replacement  cost  new  derived  from  the  rate 
tables  in  the  manual.  Examples  of  features  treated  as  additives  in 
the  Valuation  Manual  include  heating,  air  conditioning,  basements, 
sprinklers,  interior  finishes,  open  and  enclosed  porches,  etc. 

Rates  or  lump  sum  amounts  for  additives  are  set  out  in 
special  sections  of  the  manual.  Adding  these  appropriate  amounts 
to  the  preliminary  estimate  of  replacement  cost  new  as  arrived  at 
earlier  will  produce  an  estimate  of  replacement  cost  new  on  the 
basis  of  market  conditions  in  Metropolitan  Toronto  as  of  1969  .  In 
other  words,  completing  the  classification  process  and  allowing  for 
additives,  only  provides  the  assessor  with  an  estimate  of  replacement 
cost  new  for  the  base  year  and  place  as  per  the  Valuation  Manual.  To 
this  estimate  he  must  now  apply  an  adjustment  factor  that  will  reflect 
current  and  local  replacement  costs,  as  well  as  a  depreciation  factor 
that  will  allow  for  physical  deterioration  and  other  causes  of  obso¬ 
lescence  that  is  wont  to  affect  the  present  value  of  the  building. 
These  factors  are  dealt  with  in  greater  detail  in  the  following  pages. 

^The  calculations  for  this  example  appear  at  the  end  of  the  lesson 
material . 
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LOCAL  MODIFIERS1 

The  assessment  Valuation  Manual  is  based  on  cost  estimates 
that  reflect  1969  cost  figures  in  Metropolitan  Toronto.  The  appli¬ 
cation  of  'local  modifiers'  converts  these  estimates  of  replacement 
cost  new  for  the  1969  base  year  and  place ,  to  estimates  of  current 
replacement  cost  new  that  apply  to  given  local  areas. 

The  first  step  in  the  construction  of  a  local  modifier  for 
residential  buildings  is  to  estimate  the  sale  prices  of  new  buildings. 
This  can  be  done  by  assembling  verified  data  on  new,  improved  prop¬ 
erties  that  have  sold  in  the  recent  past.  Prices  of  lots  are  then 
deducted  from  the  total  prices  of  properties  to  arrive  at  an  estimate 
of  sale  prices  for  buildings  alone.  As  a  rule,  this  is  a  fairly 
straightforward  matter,  since  reliable  lot  prices  for  new,  improved 
properties  can  usually  be  obtained  without  difficulty. 

When  creating  local  modifiers,  care  and  discretion  must  be 
exercised  in  the  selection  of  comparable  properties.  For  example,  in 
some  areas,  it  is  likely  that  different  local  modifiers  will  be  appro¬ 
priate  for  different  types  of  properties.  This  might  be  considered 
both  in  terms  of  general  use  classes  such  as  residential,  industrial, 
or  commercial,  and  in  terms  of  finer  groupings  like  light,  standard 
and  heavy  industrial  structures,  pre-engineered  buildings,  etc. 

Two  practical  problems  sometimes  arise  in  attempting  to 
compute  separate  local  modifiers  for  different  groups  of  roughly 
comparable  properties.  The  first  is  simply  a  lack  of  recent  sales 
involving  new  buildings.  As  a  rule  it  is  risky  to  compute  local 
modifiers  on  the  basis  of  fewer  than  half  a  dozen  sales,  and  a 
larger  number  is  usually  desirable.  The  greater  the  number  of 
sales  analyzed,  the  stronger  will  be  the  validity  of  the  local 
modifier.  This  problem  can  sometimes  be  resolved  by  extending 
the  area  over  which  sales  data  is  assembled,  so  long  as  market 
conditions  in  the  area  added  are  similar  to  those  in  the  area 
where  analysis  originally  began. 

The  second  problem  involves  determining  important  criteria 
for  comparability.  Where  local  modifiers  have  been  computed  in  pre¬ 
vious  years,  past  experience  will  often  provide  guidance  on  this  point. 


^This  topic  is  dealt  with  in  Appendix  C,  pages  144-146  of  Appraisal 
Notes  for  the  Assessor. 
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Determining  the  local  modifier  for  industrial  structures 
is  quite  different  from  that  for  residential  properties.  The  main 
reason  the  determination  is  different,  is  that  while  there  are 
numerous  sales  of  newly  constructed  residential  housing  units, 
industrial  buildings  are  contracted  and  built  to  the  owner's  speci¬ 
fications  and  very  rarely  sell  on  the  open  market  when  new.  As  a 
result,  one  must  rely  on  recent  contractors'  costs  for  new  con¬ 
struction  prices.  This  type  of  analysis  is  usually  done  by  Quantity 
Surveyors  who  can  compare  similar  properties  and  the  various  com¬ 
ponent  costs  both  over  time  and  distance. 

Calculation  of  Local  Modifiers 

Once  sale  prices  for  new  residential  buildings  or  con¬ 
struction  costs  for  new  industrial  structures  have  been  ascertained, 
as  well  as  any  tentative  groups  of  comparable  properties  decided  on, 
then  appropriate  local  modifiers  can  be  calculated.  This  process  is 
done  by  computing  ratios  of:  (a)  estimated  sale  price,  or, 

(b)  industrial  contractors9  costs;  to  replacement  cost  new, 
for  each  building  to  be  included  in  the  modifier  for  a  given  group 
of  properties.  To  put  each  in  the  form  of  an  equation: 

Residential  estimated  sale  price  of  new  building  in  local  area 

Local  Modifier  =  R.C.N.  of  same  building  for  base  year  and  place  IrT 

valuation  manual 


Industrial  actual  contractor's  cost  of  new  building  in  local  area 

Local  Modifier  =  R.C.N.  of  same  building  for  base  year  and  place  in 

valuation  manual 


After  computation,  ratios  for  each  building  included  in  the 
modifier  for  a  particular  group  of  properties  are  sorted  in  ascending 
order  (lowest  to  highest),  and  the  median  ratio  is  selected  as  the 
local  modifier  for  the  group  as  a  whole.  As  an  illustration,  ratios 
of  estimated  building  price  to  replacement  cost  new  might  be:  1.02, 
1.03,  1.04,  1.04,  1.04,  1.05,  1.05,  1.06  and  1.06.  In  this  example 
the  median  ratio  is  1.04  and  the  local  modifier  is  1.04  or,  for  the 
hypothetical  group  of  properties  to  which  this  modifier  applies,  we 
would  multiply  all  estimates  of  replacement  cost  new  for  the  base  year 
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and  place  in  the  Valuation  Manual  by  1.04  and  arrive  at  estimates 
of  current  replacement  cost  new  for  the  local  area  involved. 

In  addition  to  computing  the  median  ratio  of  building 
price  to  replacement  cost  new,  where  enough  sales  are  available 
(mainly  residential) ,  it  is  often  useful  to  compute  an  appropriate 
measure  of  variation  or  dispersion.  In  some  cases  the  range  is  an 
adequate  measure,  but  in  others,  the  result  may  show  a  high  measure 
of  variation  or  dispersion.  This  would  indicate  that  the  initial 
division  into  groups  of  comparables  should  be  altered,  or  if  no 
division  has  been  attempted,  that  different  local  modifiers  might 
be  appropriate  for  different  groups  of  roughly  comparable  properties. 

Definition  of  Depreciation. ^ 

In  general  depreciation  is  the  difference  between  the 
'cost  new'  of  a  wasting  asset,  and  its  market  value  at  some  point 
in  time  after  it  is  first  constructed.  For  example,  if  a  new  car 
costs  $6,000  and  sells  for  $2,400  four  years  later,  depreciation  is 
equal  to  $6,000  -  $2,400  =  $3,600. 

Alternatively,  we  sometimes  treat  the  market  value  of  an 
asset  as  the  cost  minus  depreciation,  or  as  in  the  example  above: 
$6,000  -  $3,600  =  $2,400.  To  put  the  same  in  another  form  is  to  say 
that  depreciation  is  the  difference  between  reproduction  cost  and 
value  as  of  the  same  date.  Accrued  depreciation  may  be  described 
as  a  loss  in  value  from  any  cause  (except  of  course,  depletion). 

Any  structure  which  is  not  new  suffers  from  at  least  one  of  several 
types  of  accrued  depreciation.  The  task  of  the  assessor  is  to 
identify,  classify,  and  measure  these  influences  on  value.  The 
assumption  that  these  types  of  influences  exist  in  some  easily 
discovered  form  is  fundamental  to  the  cost  method.  This  assumption 
is  reasonable  in  some  cases  and  misleading  in  others.  To  a  large 
extent,  the  degree  to  which  it  is  reasonable  depends  on  how  accurately 
depreciation  can  be  measured. 


For  a  more  detailed  discussion  on  Depreciation,  refer  to  Chapter 
6  of  Appraisal  Notes  for  the  Assessor . 
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Causes  of  Depreciation. 

In  real  property  valuation  three  factors  are  traditionally 
associated  with  depreciation  or  loss  in  value  related  to  building 
age.  They  are:  physical  deterioration,  functional  obsolescence, 
and  economic  obsolescence. 

Physical  Deterioration. 

This  refers  to  'loss  in  value  due  to  wear  and  tear,  decay, 
and  structural  defects.  The  rapidity  of  physical  deterioration  will 
depend  largely  upon  the  quality  of  the  original  structure,  workman¬ 
ship  and  materials,  the  use  or  abuse  of  the  property,  and  the  general 
maintenance  of  the  structure  during  its  life1.  An  example  might  be 
badly  worn-out  flooring. 

Functional  Obsolescence. 

This  refers  to  'a  loss  in  value  to  a  structure  because 
of  an  inability  of  the  structure  to  perform  its  proper  function 
efficiently.  It  is  inherent  in  the  property  and  is  a  loss  from 
cost  new  as  at  the  date  of  valuation  caused  by  overcapacity,  inade¬ 
quacy,  unattractive  style,  poor  or  inefficient  design'.  For  example, 
high  ceilings  in  a  residential  structure,  inadequate  heating  in  an 
office  etc. 

Economic  Obsolescence. 

This  is  'a  loss  in  value  to  a  building  arising  from  dimin¬ 
ished  utility  due  to  locational  causes  external  to  the  property'.  An 
example  would  be  an  auto  body  repair  shop  adjacent  to  a  residence 
causing  a  loss  of  value  to  the  residential  property. 

In  practice,  separate  depreciation  allowances  are  seldom 
made  for  each  of  these  three  causes.  In  mass  appraisal,  however, 
a  knowledge  of  factors  associated  with  depreciation  provides 
guidance  in  the  construction  of  separate  depreciation  tables  for 
different  groups  of  roughly  comparable  properties. 

Curable  and  Incurable  Depreciation. 

Physical  deterioration  and  functional  obsolescence  may 
be  divided  into  curable  and  incurable  depreciation.  The  dis¬ 
tinction  between  the  two  is  essentially  arbitrary,  since  what  can 
or  cannot  be  cured  depends  on  such  factors  as  the  individual's 
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desires,  incomes  of  owners  and  occupants,  availability  of  skill 
and  material,  and  whether  the  cost  of  correcting  the  'defect, 
would  result  in  a  benefit  to  the  owner  and  also  increase  the  value 
of  the  building.  In  the  final  analysis,  the  distinction  should 
be  drawn  on  the  basis  of  actions  of  typical  property  owners. 

Depreciation  caused  by  economic  obsolescence,  is  con¬ 
sidered  incurable,  because  of  the  immobility  of  the  property  and 
the  incapability  of  any  individual  property  owner  to  control 
outside  factors  that  affect  his  property. 

Abnormal  Depreciation. 

Depreciation  associated  with  the  three  causes  outlined 
above  is  usually  referred  to  as  'normal  depreciation'.  As  a 
rule  any  building  that  is  not  new  or  almost  new  is  subject  to 
normal  depreciation,  and  this  is  the  loss  in  value  allowed  for  in 
both  theoretical  and  empirical  depreciation  tables.  In  rare 
cases,  however,  buildings  are  subject  to  special  depreciation 
allowances  as  a  result  of  unusual  factors  like  damage  by  flooding, 
fire,  or  natural  'acts  of  God'  like  earthquakes  and  tornadoes. 

Depreciation  allowances  related  to  these  unusual  factors 
are  usually  referred  to  as  'abnormal  depreciation',  and  must  be 
added  to  deductions  for  normal  depreciation  derived  from  any  kind 
of  table.  Generally  allowances  for  abnormal  depreciation  are 
treated  as  'the  cost  to  remove  the  source  of  depreciation  to  the 
point  where  it  is  in  the  same  condition  as  the  rest  of  the  property*. 

Measuring  Depreciation. 

Once  the  replacement  cost  new  has  been  arrived  at  and 
an  appropriate  local  modifier  applied  to  the  R.C.N.  the  next  step 
is  to  calculate  the  accrued  depreciation  suffered  by  the  structure 
and  deduct  it  from  the  adjusted  R.C.N.  The  best  way  to  measure 
depreciation  is  to  estimate  the  difference  between  the  market 
value  of  a  property  and  the  market  value  of  a  similar  property 
constructed  new.  The  resulting  difference  is  the  market's 
estimate  of  the  depreciation  of  the  property.  However  because  of 
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the  high  volume  of  properties  to  be  assessed,  assessors  do  not  have 
the  time  to  make  a  detailed  examination  of  each  and  every  "property. 
Hence  the  need  for  a  method  to  arrive  at  some  form  of  reliable 
depreciation  tables  which  can  then  be  applied  to  any  given  property. 
These  tables  are  to  a  certain  extent  a  compromise  between  ease  of 
preparation  and  accuracy,  but  nevertheless  since  a  uniform 
depreciation  table  is  applied  for  all  properties  valued  by  the 
cost  method,  the  principle  of  equity  in  assessment  is  not 
endangered. 

Depreciation  tables  generally  measure  only  normal 
physical  and  functional  obsolescence.  Economic  obsolescence 
cannot  be  tabulated  because  it  concerns  factors  external  to  the 
property  and  is  applicable  only  to  a  definite  location.  So  for 
economic  obsolescence  and  any  abnormal  depreciation  the  assessor 
must  make  a  subjective  estimate  of  the  extent  of  depreciation. 

Depreciation  Tables. 

Developing  depreciation  tables  from  recent  sales  data 
is  in  effect  a  form  of  market  approach  to  value.  The  purpose 
however,  of  using  market  techniques  in  constructing  depreciation 
tables,  is  to  estimate  appropriate  allowances  for  depreciation 
rather  than  for  market  value  itself.  For  this  reason  comparable 
properties  should  be  selected  on  the  basis  of  characteristics 
closely  related  to  physical  deterioration  and  the  two  forms  of 
obsolescence,  and  not  to  characteristics  as  based  on  the  classi¬ 
fication  system. 

As  a  rule  it  is  relatively  easy  to  select  groups  of 
roughly  comparable  properties  in  terms  of  property  characteristics 
closely  related  to  physical  deterioration  and  functional  obsoles¬ 
cence.  Once  appropriate  groups  of  roughly  comparable  properties 
have  been  selected,  four  different  types  of  preliminary  work  must 
be  completed  before  the  actual  construction  of  depreciation  tables 
can  take  place. 
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(1)  Estimates  of  the  market  value  of  buildings  must  be  made  for 
all  recently  sold  properties  to  be  included  in  the  development  of 
depreciation  tables.  The  important  fact  to  be  remembered  is  that 
market  value  must  be  estimated  for  all  old  buildings  as  well  as 
buildings  that  are  new  and  not  so  new. 

Again,  the  procedure  for  estimating  the  market  value  of 
a  building  is  to  deduct  estimated  site  or  land  value  from  total 
sale  price.  Since  actual  site  prices  are  not  available  for  older 
properties  as  they  sometimes  are  for  new  properties,  however, 
this  step  presupposes  that  land  values  have  been  reliably  esti¬ 
mated,  preferably  using  some  form  of  market  approach. 

Naturally,  to  the  extent  that  land  values  are  unreli¬ 
able  the  resulting  depreciation  tables  are  built  on  shaky  ground. 

(2)  Estimates  of  effective  age  must  be  made  for  all  buildings  to 
be  included  in  the  development  of  depreciation  tables.  Effective 
age  is  "the  age  of  a  structure  based  on  the  use  and  care  it  has 
received".  In  more  concrete  terms,  effective  age  can  be  treated 
as  the  estimated  average  useful  life  of  the  roughly  comparable 
properties  for  which  the  depreciation  tables  is  being  developed, 
minus  the  estimated  remaining  useful  life  of  the  building  in 
question.  For  example,  if  we  are  developing  a  depreciation  table 
for  a  standard  industrial  building  which  has  an  average  useful  life 
of  40  years,  the  effective  age  of  a  building  with  a  remaining  use¬ 
ful  life  of  10  years  is  40  -  10  =  30  years. 

(3)  Estimates  of  current  replacement  cost  new  for  the  local  area 
involved  must  be  made  for  all  buildings  included  in  the  development 
of  depreciation  tables.  These  estimates  include  replacement  cost 
new  based  on  rate  tables  and  additives  in  the  Valuation  Manual 
after  adjustment  by  appropriate  local  modifiers. 
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(4)  Ratios  of  market  value  to  current  replacement  cost  new  in  the 
local  area  involved  must  be  computed  for  all  buildings  included 
in  the  development  of  depreciation  tables.  This  simply  combines 
work  outlined  under  (1)  and  (3)  above.  For  purposes  of  clarity 
a  formula  for  these  ratios  might  be  set  out  as  follows: 

estimated  market  value  of  the  building 

current  replacement  cost  new  of  the 

same  building  in  local  area  involved 

Ratios  constructed  in  this  way  reflect  the  'per  cent  good'  of 
buildings  or  proportion  of  cost  new  that  has  not  depreciated  at  a 
given  effective  age.  In  dealing  with  per  cent  good  we  are  simply 
expressing  market  value  at  a  given  point  in  time  as  a  percentage 
of  cost  new.  To  illustrate,  saying  that  a  building  is  80%  good  is 
equivalent  to  saying  that  accumulated  depreciation  on  the  building 
is  20%  of  cost  new.  Or,  saying  that  accumulated  depreciation  on 
a  building  is  40%  of  cost  new  is  equivalent  to  saying  that  the 
building  is  60%  good.  The  advantage  of  per  cent  good  over  per  cent 
depreciated  (i.e.  accumulated  depreciation)  is  that  it  causes  the 
assessor  to  take  a  more  positive  approach  to  the  property  and  also 
that  it  removes  a  mathematical  step  in  calculating  depreciation 
allowances . 

Construction  of  Depreciation  Tables 

When  this  initial  work  has  been  completed  separate  depre¬ 
ciation  tables  can  be  constructed  for  different  groups  of  roughly 
comparable  properties.  One  way  is  to  plot  all  buildings  included 
in  the  development  of  a  given  depreciation  table  on  a  graph,  with 
effective  age  represented  along  the  'horizontal  axis'  and  per  cent 
good  represented  along  the  'vertical  axis'.  This  is  illustrated 
for  a  hypothetical  group  of  roughly  comparable  properties  in 
Diagram  1. 
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DIAGRAM  I 
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See  Page  85  of 
Appraisal  Notes 

for  the  Assessor 


Effective  Age  (Yrs) 


To  clarify  the  construction  of  the  graph  set  out  in 
Diagram  1,  point  A  represents  a  building  with  an  effective  age  of 
30  years  and  a  per  cent  good  of  50%.  Consequently,  it  is  plotted 
at  the  intersection  or  meeting  point  of  the  vertical  line  for  50% 
good  and  the  horizontal  line  for  30  years  effective  age.  In  like 
fashion  a  building  with  an  effective  age  of  13  years  and  a  per 
cent  good  of  75%  would  be  plotted  at  the  intersection  or  meeting 
point  of  the  vertical  line  for  75%  good  and  the  horizontal  line 
for  an  affective  age  of  13  years. 
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Once  all  buildings  included  in  the  development  of  a 
given  depreciation  table  have  been  plotted  in  this  way,  a  'hand- 
fitted'  curve  can  be  drawn  through  the  approximate  middle  of  the 
various  points  on  the  graph.  In  effect  this  curve  serves  as  a 
depreciation  table  for  the  appropriate  group  of  roughly  compar¬ 
able  properties.  For  example,  if  we  want  to  compute  the  depre¬ 
ciation  allowance  for  a  particular  property  in  the  group  with  an 
effective  age  of  10  years,  we  draw  a  vertical  line  up  from  the 
10  year  mark  on  the  horizontal  axis,  until  we  meet  the  hand-fitted 
curve.  As  illustrated  by  point  B  in  Diagram  1,  we  then  draw  from 
the  point  where  the  line  meets  the  curve,  across  to  the  per  cent 
good  indicated  on  the  vertical  axis.  In  Diagram  1  point  B 
indicates  that  the  per  cent  good  for  a  property  with  an  effective 
age  of  10  years  is  90%.  On  this  basis  if  current  replacement 
cost  new  for  the  property  in  its  local  area  is  $20,000,  cost  new 
less  depreciation  is  $20,000. X  0.90  =  $18,000. 

It  is  also  possible  to  develop  tables  directly,  in 
tabular  form,  without  plotting  effective  age  and  per  cent  good  on 
a  graph. 

In  this  case,  effective  ages  for  all  buildings  included 
in  the  development  of  a  given  depreciation  table  are  sorted  in 
ascending  order  (lowest  to  highest) ,  and  similarly  arranged  per 
cent  goods  entered  for  each  year  or  appropriate  groups  of  years 
of  effective  age.  After  this  sorting  is  completed  the  median 
per  cent  good  for  each  year  or  groups  of  years  is  selected  for 
use  in  a  final  depreciation  table. 

To  illustrate  this  second  approach,  imagine  that  we  have 
sorted  effective  ages  for  a  given  group  of  roughly  comparable 
properties  in  ascending  order.  Seven  buildings  have  an  effective 
age  between  31  and  35  years,  and  their  appropriate  per  cent  goods 
are:  58,  59,  60,  60,  60,  61  and  62.  The  median  per  cent  good  is 
60.  On'  this  same  basis  the  final  depreciation  table  will  indicate 
that  properties  in  the  same  group  of  roughly  comparable  properties , 
with  an  effective  age  between  31  and  35  years,  are  treated  as  60% 
good . 
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When  this  second  approach  is  used,  high  dispersions 
around  median  percent  goods  tend  to  suggest  that  estimates,  of 
market  value  derived  from  depreciation  tables  will  be  fairly 
unreliable.  When  this  happens  it  is  sometimes  helpful  to  alter 
initial  groupings  of  roughly  comparable  properties. 

A  related  problem  can  also  arise  in  developing 
depreciation  tables  in  diagram  form.  In  this  case  high  dispersion 
is  indicated  by  large  numbers  of  plotted  points  that  are  a 
considerable  distance  from  hand-fitted  curves. 

LAND  VALUATION 

The  final  step  is  to  determine  a  reliable  estimate  of 
land  value.  This  value  together  with  the  adjusted  building  value 
will  give  us  an  estimate  of  the  value  of  the  property  through  the 
cost  method.  Wherever  sufficient  data  is  available  land  values 
should  be  estimated  using  some  form  of  market  approach.  However,  if 
reliable  sales  data  is  in  short  supply,  alternative  methods  of 
land  valuation  are  required. 

Apart  from  the  market  data  method,  there  are  generally, 
three  methods  of  estimating  land  value.  These  are  referred  to  as 
the  'abstraction  method'  the  'land  development  method'  and  the 
'land  residual  method'. 

Abstraction  Method.  The  abstraction  method  of  land  valuation 
involves  making  some  assumption  about  the  typical  relation  between 
land  and  building  values,  and  then  deducting  building  value  from  the 
total  price  of  recently  sold,  improved  properties,  to  arrive  at 
a  separate  estimate  of  land  value.  This  can  be  done  in  either  of 
two  ways.  First,  building  value  can  be  treated  as  replacement  cost 
new  less  depreciation.  Second,  if  reliable  evidence  indicates  that 
in  a  given  area  land  typically  accounts  for  a  certain  proportion 
of  total  property  value  (like  20%,  30%,  40%  and  so  forth),  this 
proportion  can  be  applied  against  the  total  prices  of  recently  sold, 
improved  properties. 
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The  abstaction  method  is  a  very  risky  approach  to  land 
valuation  since  it  tends  to  assume  the  initial  object  of  discovery. 
For  this  reason  it  should  never  be  used  as  the  only  basis  for  an 
estimate  of  land  value ,  and  is  best  treated  as  a  rough  and  ready 
check  on  land  values  estimated  in  some  other  way. 

Land  Development  Method.  The  land  or  'cost  of  development'  method 
is  sometimes  used  to  value  blocks  of  real  estate  that  are  most 
likely  to  sell  as  sites  for  urban  subdivision  development. 

Generally  it  projects  a  hypothetical  subdivision  onto  a  particular 
parcel  of  vacant  land.  Very  briefly,  the  steps  involved  in  the 
method  might  be  set  out  as  follows:  (1)  Estimate  the  total  gross 

sale  price  of  all  anticipated  subdivision  lots.  (2)  Deduct  all 
costs  of  development.  (3)  Deduct  for  typical  developer's  profits. 

(4)  Discount  future  net  profit  from  sales  to  a  present  cash  worth. 

The  completion  of  these  four  steps  will  provide  an  estimate  of  land 
value . 

As  a  rule  the  land  development  method  is  fairly 
complicated  to  apply,  and  it  requires  many  assumptions  that  are 
difficult  to  substantiate  with  reliable  data.  Consequently, 
although  private  appraisers  often  employ  a  similar  approach  in 
assignments  that  involve  the  valuation  of  land  for  subdivision 
purposes,  the  land  development  method  is  seldom  used  to  estimate 
land  values  in  real  property  assessment. 

The  Land  Residual  Method  is  especially  applicable  to  the  valuation 
of  income  producing  properties,  where  the  building  is  new,  or 
fairly  new,  and  represents  the  highest  and  best  use  of  the  land. 

The  technique  requires  estimates  of  the  R.C.N.L.D.  (Replacement 
Cost  New  Less  Depreciation)  of  the  building  and  the  net  income  from 
the  property.  The  residual  income  (difference  between  net  income  and 
R.C.N.L.D.)  refers  to  the  land,  which  can  be  capitalized  using  a 
suitable  capitalization  factor  to  arrive  at  the  land  value.  This 
procedure  can  be  repeated  for  several  income  producing  properties  and 
the  median  value  obtained,  can  be  taken  as  the  typical  land  value. 
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It  should  be  noted  that  this  method  can  also-  be  -used  to 
value  vacant  land,  whose  highest  and  best  use  indicates  that  it  is 
amenable  to  supporting  an  income-producing  structure.  A  hypothe¬ 
tical  structure  is  then  projected  on  to  the  site  and  the  R.C.N. 
estimated  using  current  building  costs.  The  hypothetical  gross 
income  from  the  property  can  also  be  estimated  on  the  basis  of 
rents  of  comparable  buildings.  The  rest  of  the  procedure  follows, 
as  explained  in  the  previous  paragraph. 

Market  Data  Method.  This  method  is  based  on  the  results  of  other 
sales  to  arrive  at  an  estimate  of  market  value  for  the  subject 
property.  It  relies  heavily  on  good  quality  comparable  sales. 

If  this  is  available,  this  method  should  always  be  used,  and  also 
because  it  is  least  complicated  and  most  reliable.  Essentially 
this  method  calls  for  direct  comparisons  with  other  similar 
properties  that  have  sold  recently.  However,  since  no  two  proper¬ 
ties  can  ever  be  identical,  certain  discretionary  adjustments  may 
be  necessary.  This  approach,  since  it  is  the  most  commonly  used, 
will  be  explained  further  in  lesson  three  which  deals  with  the 
Comparative  Sales  Method  of  Valuation. 
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SOURCES  OF  COST  DATA 

From  the  viewpoint  of  the  working  assessor  in  Ontario# 
the  principal  source  of  cost  data  is  the  Assessment  Division’s 
’Valuation  Manual11.  This  manual  provides  primary  data  for  the 
cost  method  of  valuation#  and  serves  as  a  basic  framework  for  the 
mass  appraisal  process  as  a  whole. 

Cost  data  which  must  necessarily  be  picked  from  local 
conditions#  must  include  all  costs  which  a  purchaser  would  have 
to  pay  to  a  contractor  to  construct  a  building.  This  would 
include  direct  and  indirect  costs.  Direct  costs  axe  construction 
material#  building  equipment#  labour  and  sub-contractors'  fees. 
Indirect  costs  are  builder's  profits,  architect's  fees#  legal  and 
licence  fees#  insurance  coverages  and  financing  charges.  The 
costs  figures  must  be  specific;  it  must  be  based  on  the  cost  to 
build  the  structure  and  not  on  a  mixture  of  building  costs  and 
purchase  prices. 

The  Valuation  Manual  contains  two  types  of  cost  data. 
For  residential  properties#  rates  in  the  manual  represent  'costs 
of  acquisition'  rather  than  actual  construction  costs.  Roughly 
speaking  these  are  derived  by  dividing  the  square  footage  of  new# 
bench-mark  buildings  into  appropriate  sale  prices,  where  the 
sale  prices  of  new#  bench-mark  buildings  are  obtained  by  sub¬ 
tracting  known  lot  prices  from  the  total  prices  of  new  houses. 
This  data  is  based  on  acquisition  costs  in  Metropolitan  Toronto 
as  of  1969,  and  must  be  adjusted  for  other  times  and  places 
through  the  use  of  local  modifiers. 

For  non-residential  properties  rates  in  the  Valuation 
Manual  represent  the  'construction  costs'  associated  with 
replacing  existing  structures  with  structures  possessing  the 
same  utility.  These  rates  are  developed  on  the  basis  of  infor¬ 
mation  obtained  from  building  contractors#  actual  construction 
contracts,  and  various  people  involved  in  the  construction 
industry.  Similar  to  the  case  of  residential  rates#  data  is 
based  on  construction  costs  in  Metropolitan  Toronto  as  of  1969 
and  must  also  be  adjusted  for  other  times  and  places  through  the 
use  of  local  modifiers. 
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In  addition  to  square  foot  rates,  the  Valuation  Manual 
contains  date  an  "additives'  such  like  fireplaces,  heating,  air- 
conditioning,  1  arages  and  porches.  This  data  is  collected  in  the 
same  way  as  c  :a  on  square-foot  rates.  In  like  fashion  standard 
residential  r^tes  are  applied  to  farm  residences,  while  data  on 
farm  out-buildings  is  collected  from  a  variety  of  rural  centres 
throughout  the  province. 

Mention  must  be  made  of  the  fact  that  any  compilation 
as  extensive  as  our  Valuation  Manual  is  bound  to  include  minor 
inaccuracies,  or  to  neglect  especially  unusual  features  of  parti¬ 
cular  buildings.  For  this  reason,  it  is  helpful  for  the  assessor 
to  note  down  any  cost  information  that  becomes  available  in  the 
course  of  regular  field  work,  and  forward  it  to  his  supervisor  who 
in  turn  should  pass  on  the  information  to  head  office. 

The  methodology  and  the  rates  used  in  the  manual  are  as 
encompassing  and  as  accurate  as  can  be  achieved.  Nevertheless  in 
a  complex  and  volatile  market  situation,  such  as  the  market  for 
real  property  in  Ontario,  it  is  not  possible  to  prepare  a  Valuation 
Manual  that  will  cover  all  situations  with  equal  applicability. 

Therefore,  it  is  the  policy  of  the  Ministry  to  encourage 
assessors  to  use  their  discretion  in  applying  the  manual  and  to 
modify  or  amend  instructions  in  it  when  they  feel  that  a  strict 
interpretation  of  the  Valuation  Manual  will  not  produce  a  proper 
estimate  of  market  value. 

Othe r  Cost  Manuals  Available . 

In  Canada  some  of  the  better  know  cost  manuals  available 
are:  The  Dow  Cost  Calculator,  Boeckh  Building  Valuation  Manual, 

Marshall  and  Swift  Publications,  Dodge  Construction  Pricing  and 
Scheduling  Manual.  These  cost  manuals  work  on  the  same  basis  by 
providing  unit  cost  information  for  bench-mark  structures  as  at  a 
given  date  and  for  a  specific  location.  Statistics  Canada  also 
produces  a  Construction  Cost  Statistics  Quarterly.  These  may  be 
used  as  reference  to  update  prices  of  materials  and  labour. 
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The  Advantages  and  Disadvantages  of  the  Cost  Method. 

The  cost  method  has  been  the  most  widely  accepted  form  of 
estimating  market  value.  This  method  is  the  only  valuation 
technique  to  be  applied  in  certain  instances.  For  example  a  church 
property  cannot  be  valued  by  the  net  income  it  could  produce,  nor 
can  a  major  airport  property  be  valued  by  comparing  it  with  other 
comparable  properties  in  the  area.  Also  in  the  absence  of  adequate 
sales  data  such  as  in  the  case  of  industrial  properties  the  cost 
method  to  value  is  often  the  only  alternative. 

The  relative  ease  of  calculating  replacement  costs  weighed 
against  the  difficulties  encountered  in  the  application  of  the 
capitalization  of  income,  or  the  volatile  or  fluctuating  patterns 
of  market  sales  as  a  measure  of  value,  often  make  a  strong  case  in 
favour  of  the  cost  method.  If  the  cost  method  can  produce  reliable 
estimates  of  market  value  in  tests  against  actual  market  data,  its 
theoretical  flaws  have  little  practical  significance.  Again  for 
loan  purposes,  mortgages,  and  insurance  coverages,  all  agencies 
concerned  place  heavy  reliance  on  the  cost  method  to  value.  However, 
the  cost  method  is  only  as  good  as  the  assessor's  ability  to  recog¬ 
nize  and  estimate  the  proper  amount  of  accrued  depreciation  and 
herein  lies  its  major  weakness  because  depreciation  cannot  be 
exactly  measured,  and  the  older  the  building,  the  more  hazardous 
the  estimate.  Therefore,  the  value  estimates  it  produces  should 
necessarily  be  correlated  against  one  or  both  of  the  other  methods 
of  valuation.  Only  after  this  process  of  correlation  does  the  assessor 
arrive  at  a  carefully  considered  estimate  of  market  value. 
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